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FEDERAL RESERVE BANK OF NEW YORK 


February 7, 1962 


To the Member Banks in the 
Second Federal Reserve District 


I am happy to send you this short survey of the economic 
highlights of 1961 as viewed by this Bank. Perspective on 1961 
Summarizes and briefly analyzes the chief developments of 
the year, and explains how the Federal Reserve System adjusted 
its policies to the changing economic environment. In the 
interest of readability and brevity, the report includes 
few of the details and qualifications appropriate to a more 
formal study. Ina sense, Perspective on 1961 may be considered 
an informal preview of our regular Annual Report. If you wish 
additional copies, please write to our Public Information 
Department. 


We expect to release within a few weeks our Annual Report 


for 1961, which will examine economic and policy develop- 
ments in greater detail. 


/ 


ALFRED HAYES 
President 
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In 1961, the United States emerged from-its fourth and mildest postwar recession, 
to achieve new peaks of production and income by the year end. Further 
gains were in prospect as 1962 began. 

The record for 1961 is not quite so impressive, however, in terms of our 
economic potential or international payments position. Despite the strong 
recovery, the rate of growth was not fast enough to provide all the jobs needed. 
Moreover, notwithstanding gains in productivity and a generally stable price 
level, our international transactions continued to show a deficit which, though 
somewhat reduced, remained much too large for comfort. 
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The Recession Ends. The decline in business activity that had been under 


way since mid-1960 ended in February 1961. The initial downturn in pro- 
duction during 1960 had come about chiefly because of the wearing-off of 
the special stimulus provided by the need to replenish inventories after the 
1959 steel strike. The layoffs of workers and the fall in profits as production 
was curtailed led, however, to sharp reductions in consumer buying of homes, 
cars, and appliances and in business purchases of machinery. These declines in 
demand, in turn, to some extent fed on themselves, causing further cutbacks 
in business inventory and capital expenditure targets. 

The economy nonetheless had strong support from other sources. Gov- 
ernment outlays on unemployment and other benefits were automatically 
increased by the recession and were boosted further by special measures. 
Federal military ordering was speeded up as defense requirements expanded. 
The Federal Reserve’s policy of monetary ease cushioned the decline in 
demand in many sectors and then contributed to its revival. Export sales 
continued to grow rapidly. As a result of these sustaining factors, total con- 
sumer income (after taxes) hardly shrank at all, and buying of the every-day 
sort, which represents about four fifths of consumer expenditures as compared 
with only one fifth for postponable, “big ticket” purchases, actually continued 
to increase. 


INDUSTRIAL PRODUCTION IN 
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The Road of Recovery Proves Uneven. Under conditions such as 
these, an upturn often occurs once businesses succeed in cutting their inventories 
down to current requirements. When this happens, production must be lifted 
from a rate that has been less than current sales to one that at least matches 
sales. Such a pivotal point was reached in the first quarter of the year. Many 
businessmen stopped trying to cut down inventories and, in fact, had to build 
up stocks of materials to feed the faster pace of production. In addition, build- 
ing activity, which had not responded so promptly as in the past to the tonic 
of easier credit, began to recover strongly. Nevertheless, there were still some 
anxious moments ahead. 

Although the rise in output through the spring and summer was quite 
sharp, it led to only a moderate increase in employment. At the outset of 
recovery, such additional iabor as is needed is typically obtained by restoring 
a normal workweek, or adding overtime, rather than by new hiring. Thus, 
even though consumers’ incomes began to rise rapidly early in the year, their 
willingness to make major purchases, possibly requiring resort to credit, was 
slow to build up. Retail sales, which as a general rule do not recover strongly 
until some time after production turns up, were even more laggard than usual 
until nearly the end of 1961. 

With consumers hesitant about spending their increased incomes, busi- 
nessmen remained cautious in committing funds for expansion. While the 
decline in business capital outlays bottomed out in midyear, many industries 
were scheduling little or nothing in the way of increases. The interpretation of 
sales and inventory trends, and the outlook for costs and profit margins, were 
complicated by the threat of strikes in the auto industry that did in fact 
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materialize and interrupted the business recovery. On the other hand, the 
step-up in military orders and spending forced by the Berlin crisis gave an 
extra boost to the business outlook during this period. 

Not until the auto industry was back at a high rate of production and 
consumers proved eager buyers of new models did it become evident that the 
expansionary forces were really taking hold. The Christmas shopping season , 
was the best ever by a considerable margin. As order books filled up, business- 
men reactivated old and made new plans for industrial expansion. 

The accumulation of favorable developments finally brought a sizable 
fall in the number of unemployed. While the number of long-term unemployed 
had started to decline in the summer, this had been offset by some new layoffs 
and the growing number of young people looking for their first steady jobs. 

Despite the substantial improvement in the situation by the year end, however, 
the proportion of workers who were unemployed remained much too high, 
especially after almost a full year of business expansion. 


Prices Stay Reasonably Stable. With demand not really buoyant until 
the closing months of the year and continuing stiff competition from abroad, 
the price level remained reasonably stable. Markets for industrial materials 
were on the whole favorable to buyers, particularly early in the year. Although 
later on industrial prices generally firmed somewhat, their response to eco- 
nomic recovery was milder than in other years of business expansion. 
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The 1961 rise in consumer prices was re apse > 
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Consumer prices increased slightly, but the rise was the smallest since 
1955. The cost of services continued to climb, but food prices dropped a little. 
Prices of other consumer goods drifted lower in the opening months of the 
year, but more than made up their recession decline during the period of rising 
sales later on. 


The Balance of Payments Improves— For A While. The ex- 
cess of our payments to foreigners over our receipts from abroad continued 
large in 1961 but was smaller than in the three preceding years. In the first 
half of the year, this deficit narrowed markedly. In the April-June quarter, 

po in fact, our receipts from foreigners somewhat exceeded our expenditures, 
partly because several European countries made large prepayments on their 
debts to us. But, in the second half of the year, a sizable deficit reappeared. 

These shifts in the payments balance were due partly to differences in 
business conditions here and abroad. Early in 1961, demand in this country 
was slack, leading to reduced buying of many types of imports. Meanwhile, 
in other industrial countries booming demand was outrunning local sources 
of supply and boosting our exports. In the latter part of the year, however, 
the tables turned. Our imports rose sharply along with the pickup in domestic 
sales, while the growth in exports became less rapid as the boom abroad slowed. 
Even though our exports continued substantially ahead of imports, the margin 
was not nearly enough to cover our other expenditures abroad. These include 
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Although the balance-of-payments 
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the maintenance of our troops overseas, foreign aid, and private long-term 
investments abroad, as well as net outflows of short-term funds. 

Short-term capital flows fluctuated widely during 1961. On the whole, 
their swings tended to reduce the over-all deficit in the first half of the year, 
only to increase it substantially in the fourth quarter. 


The International Payments System Is Bolstered. As in the 


preceding years, foreign countries used some of the dollar balances they gained 
to buy gold from the United States Treasury, but the amount of dollars turned 
in for gold in 1961 was only about half the 1960 figure. To some extent the 
reduction in the gold outflow reflected the lower 1961 payments deficit as well 
as a shift in international interest rate relationships that reduced the incentives 
for foreigners to move short-term funds into currencies other than dollars. But 
the most important factor was the strengthening of world confidence in our 
currency brought about by the President’s official pledge to maintain the 
integrity of the dollar and its parity in relation to gold, and the actions taken 
to back up this commitment. 

In addition, the leading Free World economic powers took concerted 
action to bolster the international monetary mechanism against the stresses that 
must be expected in a world where most important currencies may be freely 
exchanged for one another. Massive speculative flows took place around 
March, when the official exchange rates for the West German mark and the 
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Dutch guilder were raised and sterling came under heavy pressure. The mone- 
tary authorities of several countries, including the United States, took firm 
steps to prevent these pressures from snowballing and spreading to other 
currencies including the dollar. These measures included coordinated opera- 
tions in foreign exchange markets and the granting of short-term loans by 
some European central banks to the Bank of England. Later in the year, most 
of these loans were replaced with loans at longer term by the International 
Monetary Fund. By the year end, a number of industrial countries had worked 
out most details of a plan to extend substantial loans to the IMF should it need 
larger reserves to cope with threats to the international payments system. “" 


Money Stays Easy All Year. The basic problem for monetary policy in 
1961 was to provide the maximum possible encouragement to the emerging 
business upswing while defending the international position of the dollar. 
Throughout the year, the Federal Reserve System pursued a policy of monetary 
ease aimed at stimulating demand and reducing unemployment. The stability 
of prices permitted this policy to be pressed vigorously even after business 
activity reached record levels. While the immediate impact of monetary ease 
on the balance of payments tends to be adverse, special monetary and debt 
management techniques, in addition to the international measures described, 
limited these effects. 

As a result of the policy of credit ease, many banks registered large deposit 
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Billions of dollars The public’s holdings of deposits 
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gains. Time deposits (which are subject to lower legal reserve requirements 
than are checking account deposits) rose particularly sharply, partly because 
the banks began to sell, on a much expanded scale, negotiable “time certifi- 
cates of deposit” to domestic corporations and others. These certificates have 
the advantage over ordinary time deposits that the holder may earn an attrac- 
tive rate, while remaining able to get back his money before maturity by 
selling the certificate in the open market. At the year end, in addition, the 
Federal Reserve raised to 4 per cent (from 3 per cent) the top rate that mem- 
ber banks are permitted to pay on time and savings deposits and certificates, 
thereby improving the ability of the banks to compete for such deposits, 
including foreign time deposits that might otherwise seek higher rates abroad. 

Total credit granted by commercial banks to private business, to con- 
sumers, and to Federal, State, and local governments (in the form of securities 
purchases) expanded by a near-record $15 billion in 1961. Much of the new 
bank credit was channeled into Government securities, particularly in the 
earlier part of the year when loan demand was slack. Indeed, loan demand 
stayed below expectations until the autumn, especially at larger banks. Busi- 
ness firms were evidently financing most of their expanded production from 
internal funds and securities sales, while consumer borrowing rose relatively 
little until November. At the end of 1961, ten months after the business up- 
turn, the banks were still highly liquid and ready to lend. 

Viewing 1961 as a whole, the only borrower with large credit needs 
compared with 1960 was the Treasury, which had to finance the deficit 
opened up mainly by the drop in tax revenues and the rise in spending caused 
by the recession and by unforeseen military outlays necessitated by the Berlin 
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crisis. The Treasury issued chiefly short-term securities. This tended to keep 
short-term rates higher than they might have been otherwise and thus helped 
to discourage short-term funds from leaving this country. At the same time, 
the Treasury made it attractive for owners of some Government securities with 
near-term maturity dates to switch into higher yielding issues with later 
maturities. This technique, called “advance refunding”, was used successfully 
to keep the average maturity of the Federal debt from getting shorter. 

The need in 1961 to key monetary policy more closely to defending the 
international position of the dollar also contributed decisively to a change in 
the Federal Reserve's long-standing policy of confining its open market opera- 
tions to short-term issues, chiefly Treasury bills. The chief method that the 
System uses to affect bank reserve positions is the purchase of Government 
securities in the open market; such purchases result in credits to member bank 
reserve accounts. In 1961, the System tended to supply the commercial banks 
with new reserves as fast as they were able to use them. In fact, net securities 
purchases over the year came to almost $2 billion, and would probably have 
significantly lowered the bill rate had they consisted entirely of Treasury bills. 
In order to minimize the effect on bill yields, the Federal Reserve on balance did 
most of its buying, from February on, in intermediate and longer term issues. 

Largely as a result of coordinated Treasury and Federal Reserve policies, 
the plunge of Treasury bill yields that had occurred during previous easy 
money periods was avoided. Rates on three-month bills stayed within the 
range of 2%-2% per cent. Since bill rates were already lower than money 
market rates in other countries, the actions taken to prevent a further sharp 
drop in rates forestalled what would almost certainly have been much larger 


Billions of dollars 


'S LOANS AND INVESTMENTS 
OF COMMERCIAL BANKS 


o INVESTMENTS 


Commercial bank investments, 


mostly in United States Government . 0 
securities, rose throughout 1961. » V4 

| Loans were steady in the first half a YY 

of the year but spurted in the latter ii cilbashianaseaate 
part. Dec Jun Dec « Jun Dec 


1959 1960 1960 1961 1961 [9] 


. 
10 
K4 : 
LOANS 
. 


$ TREASURY BILL RATES Rates on three-month Treasury bills 
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outflows of dollars and losses of gold, without interfering with domestic re- 
covery. 

The policy measures described, though aimed primarily at shoring up 
short-term rates, may also have facilitated a rise in corporate and municipal 
borrowing, which in earlier years had turned down soon after the onset of 
business recovery. 


And 1962? As the new year opened, the economy was moving ahead at a fairly 


brisk pace. Nonetheless, the country faces a number of difficult economic 
problems. Two of these call for especially close attention: how to step up 
long-term economic growth and how to shrink decisively and lastingly the 
substantial balance-of-payments deficit. These problems are closely related. 
Both the need for more rapid growth and the potential for achieving it 
are attested to by the continued high level of unemployment. Moreover, in the 
years ahead, the need to expand job opportunities will become even more 
pressing as persons born during the end-of-war “baby boom” begin to swell the 
labor force. Of equal importance, however, is the need for a more rapid 
advance in production to provide the wherewithal for raising standards of 
living at home and for discharging our responsibilities to the rest of the Free 
World. To this end, a high level of investment and vigorous advances in 
productive efficiency are essential. 
The United States balance-of-payments deficit presents an equally chal- 
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lenging problem. While the costs of our international commitments should be 
closely scrutinized to make sure they are no larger than necessary, it seems 
clear that we must increase still further our already substantial export surplus 
if we are to continue to meet those obligations that are vital to our national 
interest. The European Common Market should open many new sales oppor- 
tunities for American products, although it will also be our sturdy competitor 
everywhere in the world. Strenuous efforts to improve the competitive position 
of American products must be made, both through quicker response to sales 
opportunities abroad and, especially, through greater consciousness that price 
plays a key role in determining whether or not our goods are bought. 

Keeping the over-all price level relatively stable, with the prices of 
individual products free to move down as well as up, is vital to both the growth 
and balance-of-payments objectives. This means that we shall have to guard 
against any renewal of the kind of inflationary pressures that are created when 
over-all demand outpaces available supplies. It also calls for resistance to pres- 
sure for unwarranted wage increases or efforts to take advantage of monopo- 
listic sales positions that can also push up our prices and thereby undermine 
the stability of the dollar at home and the competitiveness of our goods with 
foreign products. 

As 1962 opened, America could congratulate itself on rapid recovery 
from the business recession. On the other hand, the coming years will pose 
stiff tests. Success will depend upon ingenuity in adapting monetary, fiscal, and 
other governmental policies to a changing environment, upon self-restraint in 
private price and wage policies, and upon an enlightened response by the 
general public to the challenges ahead. 


About This Bank. In the forty-seventh year since its founding, this Bank 
continued to play its part in shaping the nation’s monetary policies. It was 
particularly prominent in international financial transactions because its daily 
contacts with foreign central banks and international financial organizations 
place it in a uniquely suited position to keep a finger on the pulse of interna- 
tional finance. Much of the gold and dollar reserves of the other Free World 
central banks and governments is held with us, and our representatives go to 
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Europe monthly to attend meetings of central bank officials. The Bank acted 
as agent for the Treasury in its debt operations and in the foreign exchange 
transactions mentioned earlier and, of course, continued to perform its special 
function of buying and selling Government securities on behalf of the entire 
Federal Reserve System. While the Bank was, as in the past, called on to 
make loans to member commercial banks in the District, the volume of such 
loans was comparatively small, since a large volume of reserves was made 
available to the banks through the open market purchases of Government 
securities by the Federal Reserve. 

Of around 4,000 people employed at the head office and at the Buffalo 
Branch, more than half are engaged in such “service functions” as processing 
checks, currency, and coin; transferring funds and securities around the 
country by mail and wire; and issuing, exchanging, and retiring securities as 
agent for the Treasury. 

The Bank’s income derives largely from interest on its share of the 
Federal Reserve System’s portfolio of Government securities. As usual, income 
substantially exceeded expenses, allowing 78 per cent of gross receipts (this 
year about 90 per cent of net earnings of more than $200 million) to be paid 
over to the United States Treasury. 
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